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Euro area

Lagarde upbeat on growth despite spread of Covid and partial lockdowns

In today’s hearing atthe European Parliament’s Committee on Economic and Monetary Affairs, ECB PresidentLagarde’s
comments on the outlook for the euro area economy and monetarypolicystuck largelyto herrecentscript. So, with respect
to economic growth, she remained broadlyupbeat. Among other things, Lagarde repeated thatthe ECB expected the level
of euro area GDP to surpass the pre-pandemiclevel this quarter. Admittedly, she acknowledged thatgrowth momentumis
now moderating “to some extent” in response to supplybottlenecks and higher energyprices, which pose ongoing downside
risks to growth. But she omitted also to mention the renewed downside risks posed bythe pandemic, with recentdays
having broughta leap in new cases, ICU patients and deathsin several member states, and brought new partial lockdowns
in the Netherlands and Austria. In particular, Dutch bars, cafes and restaurants will be subjectto vaccine passes and have to
close by 8pm, while sports matches can onlygo ahead withoutspectators. And in Austria, the 35% of the population thatis
not fully vaccinated will have to stay home except for reasons of work or buying essentials. In addition, in Germany, coalition
negotiators forthe SPD, Greens and LDP are reportedlysetto be planning national restrictions for the unvaccinated, who
mightneed to presenta negative coronavirus testto be able to travel by publictransportand visitthe workplace. And some
Germanregions have alreadytaken steps to limitaccess to leisure activities and restaurants to those vaccinated or with
virus immunity.

Recoveryin household consumption to continue at a moderating pace

In due course, the tighter restrictions should provide additional incentives for vaccine take -up, as occurred in France and
Italy following the introduction of their own vaccine passports. And as in those countries, and also Portugal and Spain where
vaccine take-up is among the world’s highestrates, thatshould help to restrain the spread ofthe pandemic in Germany;,
Austria and the BeNeLuxcountries. Nevertheless, overthe nearterm, the restrictions will deliberatelylimit mobilityand are
likely to weigh on fooftfall in retail, hospitalityand recreation services. The overallimpacton consumer spending in the euro
area should notbe large, however. After all, the Netherlands and Austria onlyaccountfor about 10% of the euro area
economy, while measures in Germany (which accounted foralmost 30% of euro area GDP in 2020) will not be quite so
draconian. And, as earlier this year, increased spending online should to some extent compensate fordiminished spending
in person. Butcoupled with the impacton real disposable incomes from high prices of energyand otheritems, overall the
recovery in household consumption seems bound to slow, with its return to the pre-pandemiclevel perhaps notachieved
before the second quarter of2022.
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Lagarde reiterates that conditions for a rate hike in 2022 are unlikely to be met

If consumers decide once again to shiftspending back awayfrom services to goods, that mightweigh again on prices ofthe
formerwhile aggravating supplybottienecks and adding new impetus to prices ofthe latter. However, with lastyear’s
German VAT hike setto fall outof the calculation from January, futures markets pointing to expectations ofa notable dropin
energy prices in the firsthalf of next year, and supplybottlenecks expected to unwind as the recovery continues, Lagarde
reiterated that the ECB still expects inflation to moderate over the course of next year. And alluding to recentsubdued
settlements data, she also judged thatrisks of second-round effects of currenthigh inflation ofwages and prices “remains
limited” even though wage growth is expected to pick up next year. So, she insisted thatthe ECB also continuesto foresee
inflation in the medium term remaining below targetand thus “very unlikely“ to be compatible with rate hikes nextyear. We
share thatview of the inflation outlook, and so also judge current OIS market pricing thatimplies afirstincreasein the ECB
depositrate before the end of 2022 as misguided. Moreover, with Lagarde repeating that, even after the expected end of the
pandemicemergency, ECB assetpurchases will need to continue to supportthe recovery, the possibletapering of net
purchasesto zero next year — as mooted lastweek by Governing Council hawk Holzmann — also seems far-fetched to us.

Euro areatrade surplus drops to second-smallest since mid-2012

Despite the ongoing global recoveryin demand, goods trade continues to be disrupted notleastby persistentshortages of
key inputs and shippingfreightrestrictions. Tallying with the further modestdeclinein euro area industrial production atthe
end of Q3, today’s nominal goods trade figures confirmed a slightdrop in the value of exports (-0.4%M/M) for the firstmonth
in three in September, with the annual rate of increase (10%Y/Y) easing to its softestsince February. This in part reflected a
monthlydrop in the value of exports to the US, China, and India, although theyall remained comfortablyhigher than a year
earlier. In contrast, shipments to Japan rose for a second successive month in September, while the value of exports to the
UK rose for the fourth month outof the pastfive, albeitstill leaving them down almost5% compared with a year earlierand a
whopping 23% lower than the pre-Brexitpeak in Decemberlastyear. Despite a further 4.3%M/M decline in the value of
imports from the UK (similarlyleaving them down byalmostone quarter since December), the total value of imports rose a
further 1.5%MM (22%Y/Y). As such, the seasonallyadjusted trade surplus narrowed to just€6.1bn, the second-smallest
since 2012. And the unadjusted trade surplus stood at€7.3bn, compared with €24bn a year earlier.

Net goods trade likely supported GDP growth in Q3 as volumes of imports fell faster than exports

Of course, the headline trade figures remain heavilyimpacted by price effects. Goods importprices rose 1.4%MMand
17.2%Y/Y in September,and 5.2%3M/3M over Q3 as a whole. As such, goods importvolumes probablyfell about2%Q/Q in
Q3. While data for producer exportprices in September are notyet available, they rose at a significantlysofter pace than
importprices in Julyand August, and that likely remained the case atthe end of the quarter. Admittedly, export volumes had
alreadyfallen for a third consecutive month in Augustand by 1%MM (compared with an increase of ¥2%MM in values
terms), driven by a more than 4% MM drop in exports of capital goods and /2% decline in exports of consumer goods. As
such, export volumes in the firsttwo months of Q3 were trending more than 2% below the average in Q2 and seem highly
likely to have fallen at a softer pace than imports over the quarter as awhole. Overall, therefore, net goods trade looks setto
have provided a modest positive contribution to euro area GDP growth of 2.2%Q/Q in Q3.

Risks to near-term trade remain skewed to the downside

Looking ahead, surveys have recently signalled a furtherloss of momentum in external demand atthe start of the fourth
quarter, as concerns ofhigher prices and persistent pandemic-related disruptions weighed. And while the autos industry
continues to be mostseverelyimpacted bythe global shortage of semi-conductors, manufacturers across a wide range of
subsectors expectsupplyconstraints to persistwell into next year, which will continue to limit production capacity and
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weigh further on export potential over the nearterm. While nettrade overall,including services, seems bound to have been
given a boostin Q3 by the rebound in tourism as international travel restrictions relaxed, the recentrise in coronavirus cases
across certain euro area member states mightadd downside risks to services trade this quarter and into the New Year too.

The day ahead in the euro area

Tomorrow will bring updated euro area GDP figures for Q3, which are expected to confirm the finding of the initial estimate
that growth firmed very slightlyfrom Q2 by 0.1pptto 2.2%Q/Q (we will have to waitfor the final release on 7 December for
the official expenditure breakdown). These will come alongside preliminaryemploymentnumbers for the third quarter, which
are expected to reportanother strong quarter ofjobs growth, likely leaving the number of people in work less than 1mn
below the pre-pandemiclevel. Tomorrow will also bring final French and ltalian CPIl data for October. The preliminary

estimatesrevealed thatboth countries sawthe headline HICP rates rise to their highestlevels since the end 0f2008, by
0.5pptto 3.2%Y/Y in France and 0.2pptto 3.1%Y/Y in ltaly.

UK
The day ahead in the UK

After lastweek’s softer-than-expected Q3 GDP report, in an appearance todaybefore the TreasurySelect Committee, BoE
Governor Baileyacknowledged thatgrowth had started to flatten out. But he also reiterated thathe was “very uneasy’ about
the inflation situation amid a labour marketthathe consideredto look “tight”. So, he insisted that “every meeting” is now “in
play” for a rate hike. With developments in the labour crucial for the decision onrates, tomomrow’s UK jobs reportwill be
closelywatched. However, the data will provide only partial insightinto conditions since the termination ofthe government’s
Job Retention Scheme atthe end of September,when more than 1mn jobs were estimated to have been still supported. But
with a recent ONS business surveyhaving suggestedthataround 87% offurloughed employees had returned to work and
only 3% had been made permanentlyredundant, any pickup in unemploymentshould prove limited. The claimant count for
October mightbe informative, although these data also reflectlow earners as well as the une mployed. And the ILO
unemploymentrate and redundancyfigures will refer to the three months to Septemberand so will notprovide a guide to the
impactofthe end of the furlough scheme. While headline wage growth is expected to have moderated furtherin the three
months to September, this will in partreflectongoing compositional effects and base effects. However,the ONS’ estimate of

underlying regular wage growth —which was assessedin Augustto have risen to between 4.1-5.6%Y/Y — will also be of
interest.
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European calendar

Today’s results

Economic data

) Market consensus/ ) .
Country Release Period Actual Daiwa forecast Previous Revised

Euro area [l Trade balance €bn Sep 6.1 115 1.1 9.7
UK E{-‘g Rightmov e house price index M/M% (Y/Y %) Nov -0.6 (6.3) - 1.8 (6.5) -

Auctions

Country Auction

- Nothing to report -
Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data
com CUT Release v
Euro area - 10.00 Second estimate of GDP Q/Q% (Y/Y %) Q3 2.2 (3.7) 2.1 (14.2)
- 10.00 Preliminary employ ment Q/Q% (Y/Y %) Q3 - 0.7 (1.8)
France || B 07.45 Final CPI (EU-harmonised CPI) Y/Y% Oct 2.6 (3.2) 2.2 (2.7)
Italy B B 07.45 Final CPI (EU-harmonised CPI) Y/Y% Oct 2.9 (3.1) 2.5(2.9)
UK E§= 07.00 Preliminary output per hour Y/Y Q3 - 4.3
EJ5 07.00 Claimant count rate % (jobless claims change ‘000s) Oct - 5.2 (-51.1)
EJ5 07.00 Average earnings including bonuses (excluding bonuses) 3M/Y % Sep 5.6 (5.0) 7.2 (6.0)
E45 07.00 ILO unemploy ment rate % Q3 4.4 4.5
E—E‘ﬁ 07.00 Employ ment change ‘000s Q3 190 235
Auctions and events
Euro area _ 16.10 ECB President Lagarde to give an on-stage interview
Germany [ 10.30 Auction: €1bn of 0% 2052 bonds
UK = Auction: £1.75bn of 0.875% 2046 bonds

Source: Bloorrberg and Daiwa Capital Markets Europe Ltd.

Access ourresearch blog at:
https://www.uk.daiwacm.com/ficc-research/recent-blogs

This research report is produced by Daiwa Securities Co. Ltd., and/or its affiliates and is distributed by Daiwa Capital Markets Europe Limited. Daiwa Capital Markets Europe Limited is authorised
and regulated by The Financial Conduct Authority and is a member of the London Stock Exchange and Eurex Exchange. Daiwa Capital Markets Europe Limited and its affiliates may, from time to
time, to the extent permitted by law, participate or invest in other financing transactions with the issuers of the securities referred to herein (the “Securities”), perform services for or solicit business
from such issuers, and/or have a position or effect transactions in the Securities or options thereof and/or may have acted as an underwriter during the past twelve months for the issuer of such
securities. In addition, employees of Daiwa Capital Markets Europe Limited and its affiliates may have positions and effect transactions in such securities or options and may serve as Directors of
such issuers. Daiwa Capital Markets Europe Limited may, to the extent permitted by applicable UK law and other applicable law or regulation, effect transactions in the Securities before this material
is published to recipients.

This publication is intended for investors who are MiFID 2 Professional (or equivalent) Clients and should not therefore be distributed to such Retail Clients. Should you enter into investment
business with Daiwa Capital Markets Europe’s affiliates outside the United Kingdom, we are obliged to advise that the protection afforded by the United Kingdom regulatory system may not apply; in
particular, the benefits of the Financial Services Compensation Scheme may not be available.

Daiwa Capital Markets Europe Limited has in place organisational arrangements for the prevention and awidance of conflicts of interest. Our conflict management policy s available at
http:/Awwv.uk daiwacm.com/about-us/corporate-g overnance-regulatory. Regulatory disclosures of investment banking relationships are available at
https://daiwa3.bluematrix.convsellside/Disclosures.action.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph 27 of the Financial Instruments and
Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:

https://lzone.daiwa.co.jp/l-zone/disclaimer/creditratings.pdf


https://www.uk.daiwacm.com/ficc-research/recent-blogs
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory
https://daiwa3.bluematrix.com/sellside/Disclosures.action
https://lzone.daiwa.co.jp/l-zone/disclaimer/creditratings.pdf

